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The case went to trial on May 2, 2005. 

Prior to the acquisition of b e  Acquired Businesses, XO purchased $92.5 million in face value of unsecured Allegiance debt securities 
Consequently, XO is a claimant in Allegiance's bankruptcy. It is difficult to assess how much of the claim XO will recover. or when the 
recovery will he paid. This assessmellt could change based upon he Loa1 moun t  of claims the ATLT is directed to pay, rhs amount of 
administrative costs that it incurs. and the value of it6 BSSctS. including 45.4 million shares of XO's common stock. 
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PART I. FINANCIAL INFORMATION 

Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations 

Forward-looking and  Cautionary Statements 

Same statements and information contnined in this document are not historical facts. but w e  "forward-looking Statements." as such term i s  
defined in the Private Securities Litigation Reform Act of 1995. These forward-looking Statements can he identified by the use of forward- 
looking terminology such as "believes." "expects." "plans.""may." "will." "would." "eauld." "should." or "anticipates" or the negative of 
these words or other variations of these words or other comparable wards. or by discussions of strategy that invdvc risks and uncertainties. 
Such forward-looking slaemcnts include, but are not limited to. slstements regarding: 

* our services. including the development and deployment of data products and ~ e ~ i e e ~  based on IP, Ethernet and other technologies 
and strategies to expand our targeted customer base and broaden our sales channels: 

the operation of OUT network and back office syslsms. including with respect to the development of IP protocols: 

liquidity and financial resource6, including anticipated capital expenditures, funding of capilsl expenditures and anticipated lsvsls of 
indebtedness: 

Vends relatad to and expeclation~ regarding the r e ~ u l u  of operations in future periods, including but not limited to those statements 
set forth in Management's Discussion and Analysis of Financial Condition and Results of Operations below: and 

The impact of judicial decisions, legislation. and regulatory developments on our cost ~tru~fure .  services. and marketing initiatives. 

All such forward-looking statements are qualified by the inherent risks and uncertainties surrounding expectations generally and also may 

. 

m 

- 
materially differ from our actual experience involving any one or more of these matters and subject ax=. The operation and results of our 
business also may be subject to the effect of other risks and uncerlsintieb in addition to the relevant qualifying factors identified in the 
"Liquidity Assessmenl.. discussions set forth htlow and the "Risks and Uncertainties" discussion and the "Risk Factors" spefion of our 2004 
Annual Rcpon. including. but not limited Io: 

general economic conditions in the geographic areas that we are largeting for the sale of telecommunications s c ~ i c e s :  

the ability to achieve and maintain market penelration and average per customer revenue levels sufficient to pmvide financial 
viability lo our business: 

the quality and price of similar or comparable telecommunications services offered, or to be offered. by our current or future 
competitors: and 

future telecommunicstions-rel~t~d legislation or regulatory developments and the conduct of incumbent carriers in reaction to such 
developments. 

Management Overview 

- 
m 

We provide a comprehensive array of tcleeommunications services to business customers We provide our Services, including local and long 
distance voice. lnlunet ~ C C C S S .  private d d a  networHng and hosting services. through our national tslssommunications network. which Consists 
of more than 6,7W routs miles of fiber optic lines connecting 953 unique Incumbent Local Exchange Canier. or ILFC end-office collocations 
in 37 U.S. cities. In addition. we own licenses to deliver telecommunications S N ~ C ~ S  via local multipoint dishbution service, or LMDS, 
wirsless specmm in all of the largest U S  cities. We market our services primarily to business customers. ranging from small and medium 
businesses to Fonune 5W companies to canier and wholesale C U S ~ O ~ C I S .  Our ssrvicss offer an effective telecommunications SObtion for 
nearly any business, and our national telecommunications network i s  pmicularly advantageous to multi-location businesses that desire to 
improve telecommUnic.uionS among their locations, whether within a single meVopalitan area or across the country. 
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To serve our customers' broad telecommunisations needs. we Operate a network comprised of a series ofrings of fiber optic cables locatcd 
in the cenual business districls of numerous metropolitan areas. which we refer to as metro fiber networks. that are connected primarily by B 

network of numerous dedicated wavelengths of transmission capacity on fiber optic cables, which we refer Io as an intercity network. By 
integrating these networks with advanced telecommunications technologies, we arc able to provide a comprehensive m a y  of 
telecommunications services primarily n entirely over a network that we own or contr01, from the inifiation of lhs voics or data uansmission to 
the point of tcrminalion. which we refer to as end-to-end service. This capability enabler us to provide telecOmmUniCBIionS services between 
c u m m e n  connected 10 our network and among customers with multiple locations primarily or entirely over our network. 

With the acquisition of Allegiance Telecom. Inc.'r. or Allegiance's. network assets and customer base, which we refer Io as the Acquired 
Businesses. in lune 2W4. we became one of the nation's largest competitive providers of national local telecommunications and broadband 
services. We own one of lhc largest networks of nationwide connections Io rhc Regional Bcll Operating Companies', 01 RBOCs'. networks, 
and doubled our Points of Presence (POPS) within the 36 mclropolitan areas where both XO and Allegiance operated. We believc that this 
exlsnsivs network will allow the combined company to (i) improve delivery of service to C Y S ~ O ~ C ~ S .  (ii) improve operating r ~ ~ u l t s .  and 
(iii) improve our ability to compete with other companies in lhe nationwide local telecommunications services market. 

Management uses certain key performance indicators, or KPk. to assess operational effectiveness of the business. including: 

* Gross Margin 

EBITDA 

Sales, Operating and General Expenses as a Percentage of Revenue * 

The following table outlined the measuremenu of these KPIs as a percentage of revenue for the first quarter of 2005 and 2004 

Thrrr Months EndrdMsmh3t. 
mQ5 m 

59 1 Pb 
60 5) 

53 0 % 

Management believes that EBITDA and grass margin are measures of operating performance and liquidity lhat reflect the ongoing 
effectiveness of managemenl's sales. cost reduction and acquisilion initiatives. Sales operating and general expense is an imponant measure of 
the efficiency with which the company ~e11~. provisions and supports its services, and the efficiency of its back office operations. See the 
funher discussion of EBITDA and gross margin in the Comparison of Financial ResuIlS section below. 

Recent Even- 

In March 2005. we retained Jefferies & Company, Ine. ("Jefferier") to present svalegic alternatives based an. among other lhings. the 
competitive environment of the telecommunications industry, the current regulalary environment, and the recent and pending mergers and 
acquisitions in our industry. We have received the Jefferies repon. which addressed potential operational improvements and disposition 
possibilities. and are considering all of OUT matcgic alternatives. 

On April 18. 2W5, we launched the Company's initial Voice over Internet Protocol. or VolP. product. named XOptions Flex, in 45 markets. 
ValP enables cu~fomers to utili= "dynamic bandwidth allocation" to maximize the utilization of their bandwidth by allocating if for dam 
applications during periods when voice lines BR idle. XOptions Flex bundles unlimilsd local and long distance calling. dedicated Internet 
access and web hosting services for a flat monthly price. 

We  have begun offering fixcd broadband wirdsss backhaui services lo mobile wireless telecommunications ~Bniers. In April 2005, we 
reached an agreement to provide fined broadband wireless sewices on a limitsd basis Lo one of the national mobile wireless carriers. The 
Company will continue to pursue oppomnitier lo market and sell its fixed wireless solution to mobile wireless carriers both for primarv 
nctwork connectivity and redundancy. 

Results of Oporstionr 

The operational resde of XO for the three months ended March 31, ZOO5 are discussed below. As the acquisition of lhe Acquired 
Businesses closed on lune 23.2004. or the Closing Date. our consolidated results of operations include the Acquired Businesses from the 
Closing Date through March 31.2005. Forward looking information with respect to consolidated XO is discussed at the end of each financial 
results analysis. Our actual experience may differ materially from OUT projections af the combined company based on many factors including, 
among others: 

* there are inherent uncertainties in projecting future ie~ults for m y  business; 

we cannot predict the outcome of future judicial decisions. telecommunications related legislation or regulatory decisions. or the 
reaction by incumbent carriers (0 such developments. 
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Three Months Ended Msrch  31,2005 versus Three Months Ended March 31,2004 

The following table contam cenam data from our unaudited consolidated and candcnssd Statement of operations presented ID thousands of 
dollars and expressed as a percentage of total revenue The information in this table should be read ~n con~unction with our consohdated and 
condensed financial statements, including the notes thereto, appeanng elsewhere in this report (amaunta ~n thousands, except for share and per 
share data) 

Thmr Monthl Ended Msrch 31, 
moo1 2OCd 

Revenue $ 361,504 1000% 

Casts and expenses 
Cost of s w r s  (urcluswe of depreciation and amortizauon) 109,961 421% 
Selling. operating and gcncral 168.553 646% 
Deprecisnon and amartnation 9 8% 

Total costs and expenses 1166% 

Loss fmm operanona (43,266) (166%) 

Interest income 893 05% ,705 07% 

Interest expense, net (8,w4) (22%) (6,604) (2 5%) 
Invesment loss. net (329) (0 IS) 

Net loss ) (119%) ) (186%) 

0 0% hefcrred stack accretion 

Net loss applicable to common shares (45956) (127%) (48,494) (18 6%) 

Net loss per common sham. b w c  and diluted 

(3 W7) (09%) - 

(0 25) (0 37) 

Wcrghtsd average shams outstandung, bamc and dilute 181,933,035 129,406,599 

Gross margin (I) 213,582 591% 150,984 57 9% 

EBITDA (2) 21.6 60 (17.898) (6 9%) 

(I) Gmss margin IS defined BS revenue less cost of service, and excludes dcpreciauon and amonizatmn Gmss margin IS not Intended to 
=place operaung ~ x o m e  (loss). net income (loss). cash flow and other ms~sucees of financial performance reported ~n accordance with 
generally accepted accounlmg pnnciplcs in the Unircd Stater Rather. gmss margin IS an imponant measure used by management to 
assess operattng performance of the Company Addatonally, we believe that gmss margm IS B standard measure of operatmg 
performance that IS commonly reponed and widely used by analysts, inve~mrs and other interested paniss m the teleC~mmUniCmOnB 
indusuy Gross margin as used m this document may not be comparable to aimdarly titled measures reported by ahher companies due to 
differences in accounung policies A reconciliation bctwccn gross margin and net 1 0 ~ 6  IS as follows 

Thm Month5 Ended March It, 
lous m4 

Net loss $ (42.859) $ (48.494) 
Selling. operating and genua1 19 1,694 168,553 
111tsrcst income (1.893) (1,705) 
lnYesment loss. net 27 I 329 
Inererent expense. net 8.004 6,604 
Deprec~a~on and amoItization 58,365 - 25.697 
Gmss margin $ 213.582 $ 150,984 

'i- t .  
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(2) EBITDA is defined as net income or loss before depreciation, amortization, interest erpensc. and interest incame. EBITDA is not 
intended to replace operating income (loss), net income Oms), cash flow and alher measures of financiat performance reported in 
accordance with generally accepted accounting principles in the United Stales. Rather, EBITDA is an important measure used by 
management to assess operating performance of the company. EBITDA as used in this document may not be comparable to similarly 
titled measures reported by other companies due to differences in accounting policies. Additionally. EBlTDA as defined here does not 
have Ihe same meaning as EBITOA a6 defined in our secured credit facility agreement. A reconciliation between EBITDA and net loss 
is as follows: 

Net loss 
Interest income 
Interest expense, net 
Depreciation and amortization 
EBITDA 

Three Monlhr Emdad March 31, 
20011 "ll 

$ (42.8591 S (48.4941 

Revenue Total revenue for the three months ending March 31. 2W5 increased 38 5% to $361 5 million from $260 9 million for the three 
months ending March 31.2004 Substantially all of Ihe increase 1s auributablc to the ~ndusion of the Acquired Businesses m the results for the 
three months ending March 31. 2005 

We believe hat revenue for the remamder of 2005 will increase ~n absolute dollars relative to the first quaner of 2005 TSSUIIS. attributable 
largely to price mcrsasss that will be mplsmcntcd to offset the Impacts of recently macled FCC rules OD UNE loop and transport rates 
discussed m the"Regu1atory Overview"6e~tmn below 

Revcnue was earned from providing the fallowing services (dollars m thousands) 

Thee rnonlha e n d d  March 31, 
%Of c Of 

RlW""C ww R n m u r  
Voice ServieeS % 42 3% 
Data services % 16 6% 
Integrated voice and dafa scrv~ce % 80 2% 

Total revenue a% a A% 38.5% 
Voice services revenue includes revenue from locd and long distance voice services. prepaid calling card processing, interactive voice 

response services. stand-alone long distance services and olhcr voice telecommunications based services. Revenue from voice services 
increased $55.4 million or 42.3% as compared to the same period in 2004. Substantially all of Ihs increase is attributable IO the inclusion of lhs 
Acquired Businesses in the results for lhc three months ending M m h  31,2005. 

Data services revenue includes revenue from Internet BCCCSS. network access and web hosting services. Revenue from data services revenue 
increased $15.4 million or 16.6% as compared to the same period in 2004. Substantially all of the increase is alributablc to the inclusion of the 
Acquired Businesses in the results far the three months ending March 31, 2005. 

Integrated voice and data services revenue includes revenue fmm our XOptions and Total Communications Service offerings, XO's flat-rate 
bundled packages offering a combination of voice and data services and integrated access. Revenue from integrated voice and data services 
increased $29.7 million or 80.2% as compared to the same period in 2004. Substantially all of the increase i s  attributable to the inclusion of the 
Acquired Businesses in thc results for lhc three months ending March 31.2005. 
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Cos1 of service (~-clusivr of deprrcidon andamortization). Cost of service includes expenses directly associated with providing 
telecommunications scw1scs to our CoSfOmerS. Cost of Service includes. among other items. the cost of connecting cuslomer~ to our network 
vi& leased f ~ ~ i l i t i e ~ ,  the costs of leasing eomponenw of our network facilities and EOSU paid to third party Service providers for interconnect 
access and transpon SewiCFr. Cost of service BI a percentage of revenue for the three months ended March 31. ZOOS deereased 85 compared 10 
the same period in 2004 primarily due to B 510.0 million ~ettlement with SBC (the "SBC Settlement"). Excluding this ~ett l~menl ,  Cost of 
sewice as a percentage of revenue increased BS compared to the Same period in 2W4. This increase was p i m a i l y  due to the impact of pricing 
pressures from both mandated carrier access rate reductions and general price reductions. offset by savings from synergies associated with the 
integration of Acquired Businesses. We originally estimated a potential benefit of appraximately 560.0 million in pro forma annualized 
network synergies for the combined companies if ow intsgralion efforts with the Acquired Busincssss were successful. We have made 
substantial progress integrating Ute two companies and ax on plan to reach our synergy targets. 

We believe that, excluding the SBC ~ettlsment, cost of senice as a percentage of revenue for the remainder of ZOOS will remain sable 
relative lo the first quarter of 2005 results Cast of service will be adversely impacted due to the recently macled regulatory rules on unbundled 
network element. or UNE, loop and transpm rates as discussed in Ute "Regulatory Overview" section below. The UNE and transport rate 
~ ~ E T S B I C S  will be phased in during 2035. and we expect lhcm IO have a total impact of appmrimatcly $70 million in 2006. However, we believe 
that actions we are laking, including negotiating rate reductions, network optimization. and price increases. will offset these increases 

selling, operaling andgenerd Selling, operating and general expense includes expenses related to network maintenance, sales and 
markcling, network opc~ationi and enginccnng, information systems. general corporate office functions and c ~ l l e ~ t i o n  risks. Selling. operating 
and general expense for the t h e  months ended March 31,2005 WBS 5191.7 million or 53.0% of revenue versus $168.6 million or 64.6% of 
rcvcnus for the three months ended March 31.2004 The decrease in selling, operaling and general expense as B percentage Of revenue for the 
three months ended March 3 I, 2005 when compared to 2004 rmuI& i s  primarily due to the achievement of synergies related to the Acquired 
Businesses. We originally estimated B potential benefit of approximately $100.0 million in pro forma annualized selling, operating and general 
expense synergies for the combined companies if our integration efforts with the Acquired Businesses were successful. We have completely 
integrated the admini~tcati~e functions and have exceeded the estimated annualized synergies. 

We believe that selling, operating and general expense will decrease slightly as a percentage of revenue during the remainder of 2045. due 
10 the price increases discussed above and thmugh continued efficiencies resulting from back office infrastructure improvements. 

Depreeinhbn Imdarnortiralion. Depreciation and amortization expense was $58.4 million for the three months ended March 31.2005. and 
$25.7 million for the three months ended March 31.2004. The increase is primarily due to the inclusion of property and equipment and 
intangibles af the Acquired Businesses. 

As of March 31,2005, we had approximately $95.5 million of fired assets and $23.5 million of broadband wireless licenses that have not 
yet been placed into service and. accordingly. are not cumntly being depreciated or amortized. We expect depreciation and amortization 
expense to increase in bath absolute dollars and as a percentage of TSVSOYC during ZOOS as additional assets M placcd into service. 
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Interest income. Intsrcsf income in the first quarter of 2005 increased to $1.9 million from $1.7 million in  the first quarter of 2004. The 
increase in interest income is due to an increase in interest rates. 

Investment loss, net. Investment ILISS. net includes any realized gains or losses from the sale of investments. Investment 1055, net was 
$0.3 million for each of the three months ended March 31,2003 and ZJW. The first quarter of2003 includes a $4.0 million impairment 
adjustment that was considered w be other than temporary. offset by realized gains on other investments of $3.7 million. 

Interes~ expense, ne'. Interest expense, net includes interest expense on debt and capital leases, less any amounts capitalized. The majority 
of interest expense in the three months ended March 31.2005 and 2004 is "on-cash as our secured credit facility (the "Credit Facility") allows 
for accrued interest to be convened inw principal if unpaid. Interest expense, net for the three months ended March 31. 200s and 2004, was 
$8.0 million and $6.6 million, respectively. 

Ne1 Loss. Net loss decreased $5.6 million to a loss of $42.9 million for the three months ended March 31,2005, from a net loss of 
$48.5 million for the comparable period in 2004. The decrease primarily resulted from the achievement of synergies resulting from the 
integration of the Acquired Business-. offset by additional depreciation and amortization from the inclusion of the property and equipment 
and intangibles of the Acquired Businesses. Additionally. we recognized B $10.0 million reduction in cost of Service expen~e  due to the SBC 
Settlement referenced above. 

EBITDA. EBlTDA increased to $21.6 million for the three months ended March 31,2005 from $(17.9) million for the comparable period 
in 2004. The increase primarily resulted from the achievemcnt of synergic$ resulting from the integration of the Acqvirsd Businesses and the 
$10.0 million SBC Settlement referenced above. 

Critical Afeountinc Policies and Estimatm 

Our significant accounting policies are more fully described in the notes to the consolidated financial statements in our 2004 Annual Report. 
The prsparation of the condensed con~olidated financial statements in accordance with accounting principles generally accepted in the United 
States requires management to m&e judgments, cstimateS and assumptions regarding uncertainties that affect the reported amountS of a s m s  
and liabilities. disclosure of contingent assets and liah es and the reported amounts of rsven~es and expenses. Management uses historical 
experience and all available information to make there judgments and estimates and actual results could differ from those estimates and 
assumptions that are used to preparc our financial sta!tments at any given time. Despite these inherent limitations. mannagement believes that 
Management's Discussion and Analysis and the accompanying condensed consolidated financial statements and footnotes provide B 
meaningful and fair perspective of our financial condition and our operating results for the current period. Management's Discussion and 
Analysis and Note 3 to the Consolidated Financial Statements in the XO Communications. Inc. Annual Report on Form IO-K for the year 
ended December 31.2004 describe the significant estimates and amounting policies used in preparation of the Condensed Consolidated 
Financial Statements. There have been no significant changes in OUT Critical Accounting Policies or Estimates during the fin1 quarter of 2005. 

Liquidity and Capital Resources 

Capital Resources and Liquidily Assessment 

During the three months ended March 31,2W5, our operating activities provided net cash of $18.3 million. our inverting activities provided 
net cash of $5.2 million, and our financing activities used net cash of $0.9 million. Our balance of cash and cash equivalents increased to 
$256.6 million 1 March 31,2005 from $234.0 million at December 31.2004. In the first quarter of 2005. $25.4 million previausly held in 
escrow was released and. accordingly, reclassified into cash and sash equivalents. 

We have a secured credit facility. or the Credit Facility, which matures an July 15. 2009. There are no additional bornwings available under 
the Credit Facility. At March 31,2005. more than 90% of the underlying loans of the Credit Facility are held by an entity conlrolled by Mr. 
Carl C. Icahn, Chairman of the Company's Board of Directors ("Mr. Icahn"). At March 31,2005. iong-term debt consisted Of $368.5 million in 
principal and $5.7 million of accrued interest that. if not paid. C O ~ Y C N  to principal. There arc no current debt service requirements since cash 
intern1 payments as well as automatic and permanent quarterly reductions on the principal amount outstanding do not commence until 2009. 
Howsvsr. in the event that eansalidarcd excess cash flow (as defined in the Credit Facility) for any fiscal quarter during the term of the 
agreement is greater than $25.0 million. at the request of the lender. the Company will pay an mount equal to 50% of such excess cash flaw 
greater than 
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$25.0 million toward the reduction of ourslanding indsblednsss. In addition, if the ratio of Xo's consolidated earnings before interest. taxes, 
depreciation and amortization ("EBITDA"), as defined in the Credit Facility, to consolidated interest expense for four E O ~ S C C U ~ ~ V ~  quaners 
exceeds 41, XO would be required to pay cash inkrest. unless waived by the lenders. The Company can elect to begin paying interest in cash 
prior to the required dale. Loans under the Credir Facility bear interest. at the Company's option, at an allernate base rate. as defined, or a 
Eurodollar rate plus. in each case. applicable margins. Once the Company begins to pay accmcd interest in cash, the applicable margins are 
reduced. At March 31, 2005, the annualized weighted average interest rate applicable to outstanding borrowings under the Credit Facility war 
8.7%. 

The security for the Credit Faciliry consisls of a11 assets of XO including the stock of i t s  direct and indirect subsidiaries, and substantially all 
the assets of those subsidiaries. The Credit Facility limits additional indebtedness. liens. dividend payments and csmin  investments and 
uansactions. and contains certain wvenan t~  with respect to EBITDA requirements, a6 the term EBITDA is defined in the Credit Facility, and 
maximum capital expenditures. The definition of EBITDA in the Credit Facility differs from the definition of EBITDA discussed in  "Results 
of Operations" above. The Company was required lo achieve a minimum consolidated EBITDA of not less than $97.0 million for the twelve- 
month period ended March 31. 2005. The Company i s  also required under the terms of the Credit Facility lo maintain an unrestricted cash 
balance of $25.0 million at the end of each fiscal quarter. 

In May of 2035. we obtained a waiver of compliance with the minimum consolidated EBITDA covenant wntained in the Credit Facility 
through December 31,2006. The waiver w u  obtaincd from the affiliate of Mr. lcahn which holds a majority af the Company's loans 
outstanding under lhat agreement. In connection with that waiver, we agreed that in the event of B sale of the Company and in the event of 
other significant sale or divestiture transactions. we will prepay a11 amounts ourstanding under the Credit Facility in cash and offer to 
repurchase ourstanding shares of our preferred stock at their liquidation value accrued through the date of rcdcmpfion for cash or, in cenain 
events. securities. The aftiliale of Mr. lcahn which holds a majority of such Preferred Stock has agreed to accept IhaI offer. to the exlent it 
consists of cash. 

We pmject that we will make significant progress on OUT operating results such that we will be cash flow positive in 2005. Our projection is 
based upon. among other things, OUT estimated increased C O S ~ S  of Service alUlbutablc lo the recent Triennial Review Remand Order, or TRRO, 
discussed in the "Regulatory Overview" k l o w .  and other projected operating costs that are not entirsly under our control. AS a m u l l ,  our 2005 
projections may be inwrrect if our estimales of such coils and expenses are inaccurate. 

Credit Risk 

Financial instruments that potentially subject us to concenuations of credit risk wnsist primarily of uade receivables. Although our trade 
receivables are geographically dispersed and include customers in many different industries, a portion of our revenue is gcneratcd from 
SCW~CCS provided to other telccommunicalions sarvice providers. We believe that our established valuation and credil allowances are adequate 
ar of March 31,2005 lo cover these risks. 

Regulatory Overview 

0"er"iOw 

We are subject to regulation by federal, slats and local government agencies. Hirlorically, the Federal Communications Commission, or 
FCC, had jurisdiction over interstate long distance services and international services, while stale regulatoly commissions had jurisdiction over 
local and inmastate long distance services. The Telecommunications Act of 19%. or the Telecom Act, fundamentally changed the wa) 
telecommunications i s  regulaled in this cououy. The FCC was given a majar role in writing and enforcing the rules under which new 
eompetilors could compctc in the local marketplace. Those rules, coupled with additional mles and decisions promulgated by the various stale 
regulatory commissions, form the core of the regulatory framework under whish we operate in providing our Services. 

With B few limited exceptions, the FCC continues to retain exclusive jurisdiction over our provision of interstate and international long 
distance services. and lhe slats regulatory commissions regulate our provision of inusslate local and long distance services Additionally. 
municipalitiss and Mhm local government agencies may regulate limited aspects of our business. such BS use of government-owned rights-of- 
way. and may require permits Such 8s zoning approvals and building permits 

The Tslscom Act and the related rules governing competition issued by the FCC, as well as pro-competitive pdicie6 already developed by 
state regulatory cammissions. have enabled new enuants lib us to capture a portion of the ILECs' market share of IwaI services. However, 
there have been numuo~s anemptS to limit the pm-competitive policies in the local exchange services market through a cambination of 
proposed federal legislation, adoption of new rules by the FCC, and ILEC challenges lo existing and proposed regulations. TO dale, lhe ILECs 
have succeeded in eliminating some of the market-opening regulations adopted by the FCC and the S t a m  through numerous C O U ~  challenges. 
In pahsular. the ILECs appealed. and won partial reversals of, a series of FCC aderr defining the ILEC facilities. known as UNEs, that ILECr 
must lease to wmpstitors at sost-hued rates. We expect 
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the ILEC's efforts to scale back the benefits of the Telecom Act and locd service competition to continue. However, while the FCC has 
eliminated certain U N B ,  the basic framework of local competition for facilities-based competitors such 85 us, has remained intact. The 
successful implsmcntatian of our business plan i s  predicated on the assumption that the basis competitive framework and pro-competitive 
safeguards will remain in place 

The passage of the Telecom Act largely preceded thc explosive growth of the Internet and Internet Protocol, or "IP", communications. 
Congress i s  w m n t l y  considering whether to further amend the Telaom Act to, among other things. directly addrcrs IP communications. It is 
possible that any such amendment 10 the T C ~ C C O ~  Acl could eliminate or materially alter the market-opening regulatory framework of the 
Telesom Act in general. and Ihs UNE regime in particular. Such a result could adversely affm X O s  business. I t  is not possible to predict if. 
when. or how the Telecom Act will be amended. 

Federal Regulation 

The FCC exercises jurisdiction over our telecommunications facilities and services. We have authority from the FCC for the installation. 
acqui~ition and operation of OUT wirslinc network facilities to providc facilities-based domestic interstate and international services. In  addition. 
we have obtained FCC authorizations for the operation of our LMDS and 39 GHz broadband wireless facilities. Bccaurs we are no1 dominant 
in any of our markets, unlike ILECs, we are not subject to price cap or rate of return regulation. Thus, our pricing policies for interstate and 
international end user services are only subject to the federal guidelines that charges for such Services be just, reasonable, and "on- 
discriminatory. The FCC allows us to file interstate lariffs far our interstate acce~s  ~ e r v i c e ~  (rates charged by UI to other camcrs for access la 
our network). As for domestic intentate and international long distance Services, the FCC rcquircs us to make the terms. conditions and rates of 
the dstariffed services available to the public on XO's web page. and such terms, conditions. and rates are located at http:/lwww.ro.co~legall 

Implementadon of Ihe Telecom Ad 

The Tileeom Act's Local Compnirion Framework 

One of the key goals of the Telecom Act is to encourage competition in the provision of local telephone Service. To do this, the Telecorn 
Act provides three means by which competitive local exchange carriers. or CLECs. such as XO can enter the local telephone service market. 
The three modes of entry M as follows: 

* ACCISS lo CINES. ILECs are required to lease to CLECs various elements in thcir network that are used individually or in 
combination with each other Io provide local telephone sewice. As discussed in more detail belaw. the FCC determines which 
facilities must be made available by the ILECCL as UNEs. Thc ILECs must make UNEs available at rates that arc barsd on their 
forward-looking economic costs. a pricing regime known as "TELRIC," short for Total Element Long Run Incremental Cost. For 
XO. the most critical UNEs are local loops and transport, which enable us lo connect our customers to our network. 

ComFmrelion of New Fac 
required to allow CLECs to intacannect their facilities with the ILECs' facilities in order to reach all customers. 

Resale. lLECs are r e q u i d  to p m i l  CLECs to purchase their services for resale to the public at a wholesale rate that is less than the 
rate charged by the ILECr to their retail customers. 

CLECE may also enter the local service market by building entirely new f a d i t i s .  The lLECs are 

* 

To facilitate competitors' envy into local telephone markets using one or more of thssc t h r e  methods. the Tslscom Act imposes on the 
ILECs the obligation to open their networks and markets to competition. When requested by competitors. ILECI are required to negotiate. in 
good faith, agreements that set forth terms governing the interconnection of their network. acce6s to UNEs. and resale. We have negotiated 
interconnection agTeSment3 wiul the ILECs in each of the markets in which we Operate. Many of these interconnection agreements are 
currently being renegotiated. 

The following i s  B summary of the interconnection and a h e r  rights granted by the Telecam Act that are impartant for effective local service 
competition and our belief BS to the effect of those requirements. if properly implemented 

rn interconnection with the networks of incumbents and other carriers. which permits our customers to exchange traffic with customers 
connected to other netwadrs: 
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. requirements that the ILECs make available access to the i  facilifics for our local loops and transport needs. thereby enabling us to 
serve EUStOmerS not d k c t i y  connected to our networks: 

compensation obligations, which mandate reciprocal payment arrangements far local traffic exchange between us and both 
incumbent and other competitive carriers and compensation for terminating local traffic originating on other carriers' networks; 

requirements concerning local number portability. which allows customers to change local c m i m  without changing telephone 
numbers. thereby removing a significant barrier for a potential customer to witch to our local voice services: 

access to assignment of telephone numbers, which enables us to provide telephone numben to new customers on the same basis as 
incumbent carriers; hnd 

collocation righrs allowing us to place telecommunications cquipmenr in ILEC central offices. which enables us to have direct access 
to local loops and other network elements. 

* 

. 

Although the rights established in the Tclecam Act are a necessary prerequisite to the introduction of full Ixal compctition. they must be 
propcrly implemented and enforced to permit competitive telephone companies like XO to compete effectively with the incumbent carriers. 
Discussed below arc ~everal FCC and court proceedings relating to the application of certain FCC rules and policies that arc significant to and 
directly impact our operations and costs as well as the nature and scope of industry competition. 

f fnbmdl in~ of Ineumbmr NeIworkE&mmts 

In  a series of orders and related court challenges that date back to 1996, the FCC has pmmulgaled rules implementing the market-opening 
provisions of the Telecom Act, including the requirement that the ILECs lease UNEs to competitors at cost-based rates. At the COTS of ths 
series of FCC orders i s  the FCC's evolving effort to define which ILEC network facilities must be mads available as UNEs. Initially. the FCC 
defined a broad list of UNEs. consisting of most of the elements of the ILECs' networks. Under pressure from the ILECs, the FCC has 
subsequently reduced the list, while preserving access to those network elements critical to the operation of XO's business. 

The current list of UNEs was promulgated by the FCC in two orders. The first is the Triennial Review Order, 01 TRO, which was released 
on August 21.2W3. Scvcrsl carriers and otherentities appealed lhe FCC's TRO decision, On March 2, ZOM, the U.S. Court of Appeals for the 
D.C. Circuit isrued its opinion in United Slates Telecom Association Y. FCC, No. 00-1012 ("USTA I1 Decision"). In the USTA II Decision, the 
court revused and overturned many of the conclusions of the TRO. In the aftermath of the USTA I1 Decision. the FCC released the second of 
its two currently controlling orders, the TRRO, on February 4. ZOOS. Various parties. including XO, have appealed the TRRO. The case is 
currently pending before tbs United Stater Coun of Appeals for the D.C. Circuit. It is not possible to predict the outcome of those appeals. It i s  
possible that portions of the TRRO could be overturned and that the FCC will issue new d e s  in their place that further restrict access to UNEs. 

As of March I1.2005, the effective date of the TRRO. the ILECs are obligated to provide as UNEr the following network facilities used by 
XO to m v c  its customers: 

UNE Loops 

DSO loops. A DSO loop is a single, voice-grade channel. Typically. individual business lines are DSO loops. The ILECr must make DSO 
loops available at UNE rates on an unlimited basis. 

DSl loops. A DSI loop is a digilal Imp with a total speed of 1.544 megabytes per second, which is the equivalent of 24 DSO circuits. 
Multiple voice lines and Internet access can he provided to a Cwomer over a single DSI Imp. We provide most of our Service with DS I loops. 
The ILECr must provide DSI loops at UNE rates at the majarily of their central offices. Competitors. however. are limited to no mors than IO 
DSI Imps to any particular building. 

DS3 loops. A DS3 loop is a digital loop with B total speed of44.736 megabytes per second. which i s  the equivalent of 28 DSI circuits. In 
some cues, XO serves its large business customers with DS3 loops. UECs must provide DS3 loops at UNE rates at the majority of their 
central officer. Competitors, however. arc limited to no more than one DS3 loop to m y  particular building. 
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ILECs are not required to pmvids optical capacity loops ordark fiber loops as UNEs. Optical capacity loops. rcfsrrcd lo as OCn loops, are 
very highsapacity digital loops ranging in capacity from OC3 loops, which are the equivalent of three DS3s to OC192. This will not impact 
our costs. 

The ILECr arc also not required to provide certain mass market broadband loop facilities and functionality as UNEs. Under the TRO, the 
ILECs are not required to make newly-deployed fiber-to-he-hame. or FITH, loops available as UNEs and are only required to provide the 
equivalent of DSO capacity on any FTTH loop built over an existing copper loop. These recent FCC order6 should only limit availability far 
those specific network elements. which are not material to us. It is possible. however, that the ILECs will seek additional broadband regulatory 
re l id  in future proceedings. 

UNE Trampon 

DS1 transport. Whether transpon is available as a UNE is determined an a route-by-route baris. ILECs must make transport at UNE rates 
available at DSI capacity levels between any two ILEC central offices unless bath central offices either ( I )  serve more than 38.000 business 
lines or (2) have four or more fiber-based co11ocators On routes where DSI rranspon must be made wailable. each individual competitor is 
limited to no more than 10 DSI manspon circuits per mute 

DS3 trmsport. Access to DS3 capacity-level transpon is more h i e d  than access to DSI transport. ILECs must make tramport at UNE 
rates available at DS3 capacity levels between any two I L K  central offices unless bath central offices either (1) serve more than 24,000 
business lines or (2) have three or more fiber-based collocators. On  route^ where DS3 transpon must be made available. each individual 
competitor i s  limited to no more than 12 DS 1 lranspon circuits per route. 

Dark fiber transport. Dark fiber transport is available under ths same conditions as DS3 transport. 

ILECs are not required to provide acce~s to transpon at greater-than DS3 capacity levels. ILECs arc also not required to provide dark fibci 
transport st any capacity level to connect an ILEC central office with a competitor's facilities. 

Transitional ovoibbility where e lemem are no fongerovoiloble as UNEs 

For DSI, DS3. and dark fiber loops and transport that do not meet he criteria for availability set fonh above, the FCC established a 
transitional period during which h e  ILECs must continue to make the elements available at UNE rates to serve existing customer$. Far DSI 
and DS3 loom and transoort. the ILECs must make the dements available 81 115% of the TELRIC rate for one "ear beeinnine on March 11. 

I I  

2005. For d i k  fiber loops and transpon. the ILECs must make the elements available at 115% of the TELRIC rite for I8  months kginning'on 
March 1 I .  2005. 
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would allow the ILECr to incresse UNE rates in the applicable stale and this could substantially raise our costs for leasing UNEs in the future. 

State and  Local Regulation 

In general. state regulatory commissions have regulatory jurisdiction over us when our facilities and services are used to provide local and 
other i n m ~ t ~ t ~  services. Under the Tcieeom Act. slate commissions continue b sel the requirements for providers of locsl and intrastate 
~ervice~. including quality of services criteria. Slate regulabry commissions also can regulate the rates charged by CLECs for inValate and 
local services and can set prices for interconnection by oew telecommunications service pmvidsn with the ILKC networks, in accordance with 
guidelines established by he FCC. In addition, state regulatory commissions in many instances have authority under state law to adapt 
additional regulations governing local competition and consumer protection, as long as the state's actions are not inconsistem with federal law 
0, regulation. 

Most state regulatory commi~~ions require companies that wish to provide inuastats Common carrier services to register or be certified to 
provide these scr~iscs.  These ccrrifieations generally require B showing lhat the carrier has adequals financial. managerial and technical 
mourccs to offcr the proposed SCTV~CCS in a manner consistent wi!h the public inerest. We M certified in all of the states in which we conduct 
business. In most sLBtcs. we are also required to file t u f f s  retting fonh the terms, conditions and prices for ssrvicss that are clasified as 
intrastate, and to update or amend our tariffs as rates change or new produce are added. We may also be subject to various reporting and 
record-keeping requirements. 

Whsrs we chaoae to deploy our own transmission facilities, wc may be required. in Some cities, to obtain street opening and consuwtion 
permits. permission 10 use righe-of-way, zoning variances and alhcr sppmval~  from municipal authorities. We also may be required to obtain a 
franchise to place facilities in public rights-of-way. In Some areas, we may be required to pay license or franchise fees for 1h-e approvals. We 
cannot provide asurmces that fees will remain at current levels, or that our competitors will face the Same expenses, although the Telecam Act 
requires that any fees charged by municipalities be reasonable and nan-discriminatory among telecommunications carriers. 

California Public Utilities Commission Proceeding. On September 23. 2004. the California Public Utilities Commission, or the CA 
Commission. issued B decision that required SBC to adjust monthly recurring rates for csnain types of services offered to CLECr by SBC. As a 
result of that decision. we believed lhat we were owed a retroactive credit. The billing adjustments and true-up payments required by the 
decision had been stayed until the CA Commission could (a) consider mitigations b lessen the negative effect of such true-up payments: and 
(b) consider ~ S I U ~ S  raised by the US. Coun of Appeals for the Ninth Circuit regarding the shared and common cost mark-up element. After 
isuance of the September 23. 2004 decision. the CA Commission issued three separale alternate draft decisions all of which proposed different 
me-up payment schemes and different shared and common cost mark-up factan a$ well BS retroactive and n ~ n - r e t r ~ ~ ~ t l v e  treatment of the 
mark-up factor. There lhree alternate decisions were contentious and were being debated by lhe CA Commission and various parties to the 
procccding. On March 22.2005 XO and SBC executed B settlement agreement resolving these issues. AS a result Of this settlement, on 
March 25, 2005 SBC made a payment to XO of appmximately $10.0 million. The settlement agreement provides XO with finality on the% 
issuc~ as lhe settlement agreement prohibits SBC from seeking rehearing before the CA Commission or appealing to any state of federal C O U ~  

the true-up or payment of the true-up monies to XO. 

Item 3. Quanritative and Qualitative Disclosures about Market Risk 

We had $374.2 million in secured loans as of March 31,2005. Currently. we do not pay cash interest on lhs loans under the Credit Pacility. 

Marketable securities and other investments at March 31.2005 consist primarily of investments in equity and debt investmene of publicly- 
waded companies. The fair value of our investment in equity and debt securities exposes us to market r i sk  however. if the fair value were to 
increase or decrcasc immediately. it would not l k d y  have a material impact an our financial position or our results of operations. We are not 
currently engaged in the use of off-balance sheet derivative financial instruments. Io hedge or partially hedge interest rate cxpo~urc nor do we 
mainlain any other off-balance sheet arrangements far the purposes of credit enhancement, hedging u~nsa~tions. or other financial or 
invcstmsnt purposes. 
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Iicm 4. Controls and Procedures 

Evaluation of Diselwuie Controls and  Procedures 

The term "disclosure eonuols and procedures" i s  defined in Rules I3a-lXe) and 15d-I5(e) of the Securities Exchange Act of 1934. These 
rules refer to the con,nvoIs and otherprocedures of B company thal are designed LO ensure that infarmalion required to be disclosed by a 
company in the repons that it files under the Exchange Act is recorded. processed. summarized and reponed within required time periods. Our 
Principal Executi~e Officer and our hincipal Financial Officer have evaluated the effectiveness of our disclosure conuok and procedures as of 
the end of the period covered by this report. Based on the evaluation, they have concluded that, as of the end of such period, the  control^ and 
procedures were effective at ensuring that required information was accurate and disclosed on a timely basis in our report filed under the 
Exchange Act. 

Changes in Internal Controls 

We maintain a system of internal a~counting conuols that is designed to provide reasonable assurao~s that our books and records a ~ ~ u r a l e l y  
reflect our tran~actions and that our established policies and procedures arc followed. 

During the first quarter of 2005. we implemented a new sales commissioning system and began migrating ccnain customers to a new hilling 
system, which resulted in changes to our internal conlrols over financial reporting. 

Except BS noted above, the= were no other changes to our internal C O ~ V O I S  Ihat have materially affected. or are reasonably likely to 
materially affect. our mlernal conml~ aver financial reporting. 
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PART 11. OTHER INFORMATION 

Item I .  Legal Procccdingr 

We are is involved in Iawwsuits, claims. investigations and proceedings consisting of commercial. regulatory, securities, tort and employment 
matters. which arise in the ordinary course of business. In accordance with Statement of Financial Accounting Standards No. 5 ,  "Accounting 
for Contingencies." we make a provision for a liabibty when it is both probable that a liability has been incumd and the m w n t  of the loss can 
be reasonably estimated. W c  believe we have adequate provisions for any such matters. We revicw these provisions at least quarterly and 
adjust these provisions to reflect the impaclS Of negotiations. scltlcmsnts, rulings, advice of legal E O U I I S ~ .  and other information and evenls 
pertaining to a panicular CBSC. Litigation is inherently unpredictable. However. we believe that we have valid defenses with respect to legal 
mattes pending against the Compaoy. Nevertheless, it is possible that cash flows or results of operations could be materially and adversely 
affected in any particular period by the unfavorsbls reSOIution of one or more of these contingencies. 

We filed an administrative claim in August 2004 against the Allegiance Telecom Liquidating Tmrt (the "ATLT"). We have claimed that we 
an entitled to approrimatdy $50 million in damagcs related to B variety of actions allegedly taken by Allegiance and the ATLT. The ATLT 
tiled B counterclaim BgainSf us on November 24, 20C4 seeking damages of approximately EIW.0 million, which claim we believe to be 
frivolous and without merit. The c a ~ e  went to trial in the United States Bankmprcy Court for the Sourhcm District of New York on May 2. 
2005. 

In addition, disputes with respect to general unsecured claims and one administrative claim against us i n  the amount of approximately 
$2. I million remain pending from the our 2002 Chapar I1 proceedings. 

Item 2. ChangcS in Securities and Use of Proceeds 

None. 

Item 3. Defaults Upon Securities 

None. 

Item 4. Submission of MBttm to a Vote of Security Holders 

No matters were submitted to a v o e  of security holden during the three months ended March 3 I. 2005. 

Item 5 .  Other Information 

None. 

Item 6. Exhibits and Reports on Form 8-K 

(a) Exhibits 

10.1 Agreement, dated as of May 9.2005, by and between XO Communications. Inc.. Amos Carp.. High River Limited 
Partnership, and Cardiff Holding LLC. 

31.1 Rule 13a - Id(a)/lJ(d) - 14(a) Certification 

31.2 Rule 13a- 14(a)/15(d) - 14(a)Cerliflcation 

32.1 Certificate pursuant to 18 U.S.C. Scelian 1350 as Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002. 

32.2 Cenificate pursuant to 18 U.S.C. Section 1350 BS Adopted Pursuant to Section 906 of the Sarbaner-Oxlcy Act of 2002. 

(b) Reports on Form 8-K 

NOW 
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SIGNATURES 

Pursuant LO the requiremenu of  lhe Securities Exchange Act of 1934, the registranls have duly caused this rcporl l o  be signed on their behalf by 
the undersigned thersvnlo duly authorized. 

XO Communications, Inc. 

Date: May 9, ZOOS By: Id William Garrahan 
William Garahan 
Wior Vice President and 
Acling Chief Financial Officer 
(Principal Financial Officer) 
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AGmEMEm 

This Agreement i s  by and among XO Communications, Inc.. a Delaware corporalion ("W or the ''QQUIY"), csnain Subsidiaries of the 
Company. as Guarantors. BS dcfined under the tcrm~ of that certain Amended and Restated Credit and Guaranty Agreement, datcd as of 
January 16.2003 (the "- "), by and among the Company, certain Subsidiaries of the Company, as Guarantors, the lenders 
identified on the signature pages thereto (the a ' ~ ) .  and Miruho Corporate Bank. Ltd., as Adminisuative Agent (together with its 
permitted ~uccssso~s in such ~apacity.  the " A g d ' ) ,  the Requisite Lenders. BS dcfined under the terms ofthe Credit Agreement. and Cardiff 
Holding, LLC (the "=), and holder of 3,800,000 s h a m  of the Company's 6% Class A Convertible Prcferrcd Stock. $0.01 p a  value ptr 
share (the "Preferred SlocY). 

RECITALS 

A. Pursuant to Section 10.5 of the Credit Agreement. the Requisite Lenders have the right to waive provisions of the Credil Documents or 
consent to a depanurc of any Credit Party and such waiver shall be effective upon written concumcnce of rhc Requisite Lenders (capitalized 
terms used herein without definition hcing used zc1 defined in the Crsdil Agreement). 

8. The undersigned Lenders constitute the Requisite Lenders pursuant to Section 1.1 of the Credit Agreement. 

C. The Company anticipales that it will nor be in compliance with Section 6.6(b) of the Credit Agreement for the fiscal quaners ended 
March 31.2006, Junc 30.2W6, September 30,2006 and December 31,2006. 

D. The undersigned Lenders arc prepared to waive compliance by the Company with the requirements of Section 6.6(b) of the Credir 
Agreement on the terns and for the periods set fonh below and for and in canrideralion of the covenants and agreemen& of the Company 
contained herein. 

E. The powers. preferences. and relative, panicipaling, optional, and other special rights of the Preferred Slack an set forth in that certain 
Certificate of Designations adapted and approved by the Company's Board of Directors on August 5.2004 (the ''!&CihC). 

NOW, THEREFORE, in consideration of the premises. and the mutual covenants and agreements herein contained, the panics hereto 
hereby ngrec 85 follows: 

h 



I. Waivpr. Effective as of the date of this Waiver, the Requisite Lenders hereby waive compliance by the Company and the Guarantors with 
the requirements of Section 6.6(b) of the Credit Agreement for each of the four fiscal quarters ended March 31,2006, lune 30,2006. 
September 30.2006 and December 31.2006. 

2. Acknowlcdecmsnt. Except 86 expressly provided in Section 1. (a) the execution, delivery. and performance of this Agreement shall not 
constitute a waiver of m y  provision of, or operate as a waiver of any right. power. or remedy of the Agent or any Lender under the Credit 
Agreement or any other Credit Document, and (b) the Credit Agreement and the other Credit Documents shall remain in full farce and effect 
and are hereby ratified and confirmed. The provisions Of Section 3 below provide rights in addition to and not in limitation of, those set forth in 
the Credit Agreement and in the other Credit Documents. 

3. Pre~avment and Reourchase Uoon Consummation of B Comeanv Sale. 

(a) Upon the con~ummation of any Qualifying Company Sals (as defined below), the Company will (i) prepay the Term Loans and 811 other 
Obligations outstanding thereunder and under the Credit Agreement and other Credit Documents in full. such payment to be made in U.S. 
dollars 8s is required by the Credit Agreement and (ii) consummate an affcr (the "FMawt ion Offer") 10 all of the holders of Preferred Stock 
to redeem all of their outstanding shares of Preferred Stock at the Liquidation Preference thereof. (calculated through the date of such 
redemption) (the "-1 ion Amount") upon the terms and subject to the conditions set fonh helow. A "Qualifying Company Sale" i s  (i) any 
Company Sale pursuant to a definitive agreement entered into an or before December 31. 2006 and (ii) any other Company Sale. regardless of 
the date the applicable definitive agreement was entered into. if such Company Sale was deemed, pursuant to the definitive agreement relating 
to the previous Qualifying Company Sale. to he B superior pmporal to such prior Qualifying Company Sale. 

(b) In the Redemption Offer, the Company shall offer to redeem the Preferred Stock for cash. provided that if and to the extent the 
acceptance of the Redemption Offer (after giving effect to the =payment of all Term b a n s  and other Obligations outstanding under the Credit 
Agreement as contemplated by Section 3(a)) would leave the Company and its Subsidiaries with total cash and marketable securities of less 
than $80 million, then, the Company may offer as consideration for all or the remainder of the Redemption Amount (as the case may be) any 
other consideration it has received in the Company Sale in the form of securitiw or debt or other financial obligations of any kind (the " Q h l  
Consideration"), valued as follows: (i) if the Other Consideration is assigned a dollar value in the Company Sale, it will be so valued for 
purposes of the Redemption Offer: (ii) if no such value is assigned, the Other Consideration will be valued at the average of the daily closing 
price therefor on the principal exchange or securities market on which it is Uadsd for ths 10 trading days immediarcly preceding the Clming of 
the Company Sale: and (iii) if no such market price is available for such Other Consideration. at its fair 
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market value (being thc price that a willing buyer under no compulsion 10 buy would pay to P willing ssllcr undcr no compulsion to sell): 
provided that if the holder of a majority of the shares of Prcfemd Stock aulstanding at the time and B special committee of the Board of 
Directors of the Company consisting solely of indcpcndcnt directors agree on an amount as the fair marker value then such amount shall be 
deemed to be the fair market value for this purposc. 

In the event that different types of Other Consideration are offered in the Redemption Offer, the most liquid kind of Other Consideration 
shall be offered fint, fallowed by the next most liquid kind. etc. 

The Company will use all commercially reasonable efforts to (n) obtain all customary and appropriate registration rights and other rights 
with respect to any Other Consideration, in each case d e s i p d  to ensure that it will be marketable within B reasonable period of time and 
(y) ensure that such rights are assignable in the Redemption Offer. Any Other Consideration offered in a Redemption Offer will be offered 
together with any such rights. Cash and all types of Other Consideration shall be allocated pro rata among the acceptinp offeree8 in the 
respective amounts in which each is being offered as consideration in the Redemption Offer 

(c) The Redemption Offer shall be conditioned upon the closing of the applicable Company Sale. and payment shall be made pursuant 
thereto to all properly accepting holders of Preferred Stock on the date of such closing. The Redemption Offer shall be made in writing at least 
20 Business Days prior to the earliest =asonably anticipated date for the consummatio" of the Company Sale and shall be mailed to all holders 
of Preferred Stock of record on the most recent practicable date prior to such mailing. The Redemption Offer shall be made in  compliance with 
all applicable laws and in accordance with such procedures 85 the Board of Directors of the Company shall reasonable determine, and shall 
remain open, subject IO the right of accepting shareholders to withdraw their acceptances a1 any time prior to the consummation of the 
Redemption Offer, until a date (the "Redemodon Date") on which the Company Sale is consummated or such later dale as represents the 
minimum time rcquired by applicable law. The Rsdcmption Offer will require accepting holders a f  Preferred Stock to svrrsndsr the Certificate 
or certificates representing their tendered shares to the Company. duly endorsed (or otherwise in proper form for transfer, 85 determined by the 
Company), in the manner and at the place designated in the Redemption Offer, and each surrendered certificate shall be cancslsd and retired 
and thereafter represent only the right to receive the Liquidation Preference attributable to the shares so redeemed cdculated as of the 
Redemption Date. 

(d) The Investor agrees. an behalf of itself and any of its Affiliates who from time to time may become holders of Preferred Stock. that it 
will accept the Redemption Offer to the extent that cash i s  offered BS consideration therefor, provided that the Investor and such Affiliates shall 
not be required to accept the Redemption Offer if, but only to the extent. that such acceptance would reduce the ownership of the Investor and 
its Affiliates of Preferred Stock to leu than an absolute majoriry of the shares of 
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IN WITNESS WHEREOF. the Lenders and ulc Investor have caused this Agreemcnt to be duly executed and delivered by their respective 
officers thereunto duly auharired as of the date first writtcn above. 

LENDERS 

ARNOS CORP. 

By: is/ Edward E. Mattner 
Name: Edward E. Mattner 
Title: Vice President 

HIGH RIVER LIMITED PARTNERSHIP 

By: Hopper Inve6lments, LLC, a General Partner 

By: Barbeny Corp. Msmber 

By: hl Edward E. lvlalrm 
Name: Edward E. Mattner 
Title: Authorized Signatory 
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INVESTOR 

CARDIFF HOLDING, LLC 

By: Tramare LLC. Managing Member 

By: Is1 Edward E. Mattner 
Name: Edward E. Mattner 
Title: Authorized Signatary 

Agreed and Acknowledged 

XO COMMUNICATIONS. INC. 

!sl William Garrahan 
William Gmahan 
Senior Vice hesident and Acting Chief Financial Officer 
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GUARANTQBS. 

XO INIERCITY HOLDINGS NO I. LLC 
XO INTERCITY IIOLDINGS NO 2, LLC 
XO lSTERNATlON.41. HOLUISGS. INC 
XO IYILRNATIONAL. IKC 
XO L O X  DISTASCE SERVICOS. INC 
XO LOSG DISTASCt SF.KVICES (VIRGINIA.. LLC 
XO LMDS HOLDINGS NO I, INC 
XO SETWORK SERVICES (VIKGIN1.9) L.1.C 
XO \IANAGEhIENT HOLDINGS INC. 
XO MANAGEMENT SERVICES. INC 
X O  \IANAGt.UENT SERVICES. SEVADA. INC 
XO IINDSHARE. LLC 
XO MlNNESOT.4. LLC 
XO NEVADA MERGER SUB, INC. 
XO ONE, INC. 
XO SERVICES, WC. 
XO TEXAS, INC. 
XO VIRGINIA. LLC 

/ d  William Garahan 
William Ganahan 
Senior Vice Rcsidcnt and Acting Chief Financial Officer 
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